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								    				    Review of Literature The Concept of Universal Banks and Status of Philippine Banking System Based from the Republic Act No. 8791, “Banks” shall refer to entities in the lending of funds obtained in the form of deposits. One of the classified banks is universal banks. In accordance with Zafar (2012), universal bank, in a general perception, is a financial institution offering commercial as well as investment banking services which also include services related to savings, loans and investments. Universal banking, in real sense, offers a wide range of financial services, beyond commercial banking and investment and investment banking and various other activities including insurance. The emergence of universal banks is due to its effective features, efficient economic services, high output, lower cost and better products and services. Its large size feature and distinguished operations give the economy the optimal utilization of resources and the advantage of brand name in marketing. In about more than 700 banks in the Philippines, ranging from rural banks to universal banks, the Oxford Business Group (2012) classified five largest banks based on total assets. Given the global economic slowdown that tried to hit most of the banks in the Philippines, the following universal banks are stable in terms of capital adequacy ratio (CAR) and liquidity. BDO Unibank (BANCO DE ORO UNIBANK) is a full-service universal bank, a member of the SM Group of Companies and the country’s largest bank in



 terms of total resources, customer loans, total deposit and assets. Its merger with Equitable PCI Bank last 2006, made its mark to be on top. Metropolitan Bank (Metrobank) which was established since 1962 ranked as second-largest bank in terms of total assets. This unibank is continuously expanding internationally, with its subsidiary, Metropolitan Bank China which was inaugurated last 2010. Bank of the Philippine Islands (BPI) is considered the oldest bank in the Philippines celebrating its 163rd anniversary this year 2014. Owned by Ayala Corporation, the bank is the third biggest lender. It acquired the ING Bank last 2011 and as result, it became the manager, advisor and administrator of 32 investment funds. It also has the largest branch network and largest client base. Land Bank of the Philippines (LandBank) is the only government-owned bank included in the list of the largest banks in the country. It is one of the biggest government-owned and controlled corporations in the country. Also, it has extensive rural branch network which serves rural clients in areas where banking is either limited or non-existent. It is officially classified as “specialised government bank” with a universal banking license. Philippine National Bank (PNB) is part of Lucio Tan Group of Companies which completed its merger with Allied Banking Corporation last February 2013. This merged entity is one of the most extensive distributor networks among banks.



 In the Status Report on the Philippine Financial System for the first half of 2013, the Philippine banking system performed well based on the international credit rating. Assets, loans, deposit liabilities and capital accounts were the key performance indicators that showed steady growth. While the soundness and stability indicators of asset quality and solvency exhibited historic lows in nonperforming loan (NPL) ratios and the capital asset ratio showed an above regulatory standard. The report was further evaluated through a rise in the demand of risk protection instrument despite the uncertainties brought by the recent economic crisis. A growth of 18.3 percent on the banking system’s guarantees to P145.0 billion from last year’s P122.6 billion, as of end-June 2013. Most of these guarantees were accounted for by universal and commercial banks. Moreover, the bank’s profitability registered a growth of 60.6 percent. As of end-June 2013, bank earnings led to a net profit of P97.7 billion from P60.8 billion posted last 2012. This positive outturn in the revenue was supported by an efficient system as operating expenses expanded. The report was an overview of the status of the Philippine banking system. Managing Banks The banking sector is one of the most important sectors in the economy of the country. It is important to understand the performance and behaviour of each bank in a particular economy. Matthew and Esther (2012) concluded in their research a comparative study on the financial performance of foreign and local banks. They concluded that in terms of the return on assets and return on equity, local banks dominated. Moreover, management of local banks were more



 efficient than that of the foreign banks in Ghana. Overall, foreign banks overpowered in terms of capital adequacy ratio, quality assets (loans), earning in terms of net interest margin, liquidity and bank size. In a study conducted on universal banks, Schildbach (2012) cited the three key advantages of the universal banking model: broad range of services for customers, lower cost for customers and the real economy, and greater financial stability. Empirical evidences also revealed that universal banks which acted in the underwriting market show more credible signals to other investors. Thus, universal banks alone does not guarantee financial stability, it is more of an important part of a robust banking system. Risk Management in Banking Banks compete in terms of deposits, credit products and investments. This idea of competition among banks is pernicious to its financial stability. Once it vies for intensive competition for deposits, interest rates fall and franchise value erodes. In consequence, banks have less to lose from default and their incentives to take on risk increase. Main risks undertaken by banks are classified as interest rate risk, credit risk, liquidity risk and operational risk. The bank that manages its risk well has the competitive advantage. Credit risk arises when a bank cannot get back the money from loans or investments. When the market value of a bank asset, loan or security falls and when interest rates rise, interest rate risk occurs. The turmoil on the solvency of the bank happens when the bank cannot fulfill its promise to pay a fixed amount to depositors because of the decline in the value of the



 assets caused by increase in interest rate. Liquidity risk transpires when the bank is unable to meet the demands of depositors and needs of borrowers by turning assets into cash or borrow funds when needed with minimal loss. Operational risk develops out of inability to control operating expenses, especially noninterest expenses such as salaries and wages. Since banking industry has a competitive environment, high operational expenses would imperil the bank’s prospects to survive. When designing a risk management strategy, other categories of risks have to be taken into consideration such as risks that could result from the political situation from that country (country risk), the fluctuations of the foreign exchange



rates



(foreign



currency



risk),



the



technological



advances



(environmental risks) and so on (Dima &Orzea, 2010). It is concluded in the study that rrisk management should be a continuous and developing process which runs throughout the organization’s strategy and the implementation of that strategy. Similarly, in an attempt to identify the risks faced by banking sector, Kanchu and Manoj (2013) used theoretical modal based on extensive research. The study concluded that risk management underscores the fact that the survival of an organization depends heavily on its capabilities to anticipate and prepare for the change rather than just waiting for the change and react to it. Furthermore, it established that the banks can take risk more consciously, anticipates adverse changes and hedges accordingly; it becomes a source of competitive advantage, as it can offer its products at a better price than its competitors. It also found that internal rating system and risk adjusted rate of



 return on capital are important when using the risk management techniques. To show the effectiveness of risk measurement, the bank should adopt a Management Information System, computerization and networking of the branch activities. In a more general perspective, financial institutions should consider how the increased capital requirements could affect the profitability of their lines of business and business models. The flexibility to respond quickly is needed in the risk management as these and other regulatory requirements evolve: the pace of regulatory change seems unlikely to abate any time soon. The survey's results illustrated that institutions across the financial services industry have enhanced their risk management functions, approaches, models, and tool; however, the examination found that risk management will continue to evolve based on the participants’ responses. It was reviewed that institutions may need to upgrade their capabilities to conduct stress tests and to assess new risk types, not only to meet regulatory requirements but also to provide risk information to the board of directors and management. Institutions should consider whether they have the right systems and processes and controls in place to help ensure the availability of consistent, high-quality risk data that can easily be aggregated across their organization. As they respond to regulatory and other market and competitive challenges, financial institutions will need to continue to enhance their risk management capabilities (Global Risk Management Survey, eighth edition, 2013).



 Managing Credit Risk Calculating the maximum loss within the “value at risk” is the most common practice in managing credit risk of lending portfolios. The study of Ieda et al (2000) utilized a simplified technique for approximating the credit risk of lending portfolios that attempt to minimize the simulation duty. The simulation resulted to an indication that it is possible to use the simplified technique by means of the “Extended Concentration Factor” or ExCF which can approximate the credit risk of a portfolio with some degrees of precision. With exceptions, in cases where there are large exposures and high degree of concentration in the portfolio. In the Working Paper Series of European Central Bank, Eichberger (2012) applied a framework to analyse the prevailing credit risk. In the debate, credit risk is conceptually thought of as exogenous. But the paper showed that the parameters of credit risk such as probability of default, exposure at default and recovery rate are endogenous resulting from interacting individual decisions. It showed that in endogenous credit risk, approach in the calibration of risk weights is problematic and potentially intractable. Underwriting standards refers to the terms and conditions under which banks extend or renew credit, such as financial and collateral requirements, repayment programs, maturities, pricing and covenants. In the 2012 Survey of Credit Underwriting Practices, the results indicated that 77 percent of examiner responses reflected that the overall level of credit risk would either remain unchanged or improve over the next 12 months. When an increase in expected



 risk occurs, primary reasons were the state of the economy, high level of problem loans, competition, and continued downward pressure on the real estate values. Review on Related Credit Risk Management Literature Credit risk is a crucial factor in bank’s profitability. Several studies can be traced proving the effectiveness and efficiency of credit risk management. Credit risk management concerns the basic relationship between the bank performance and loss distribution. One of the credit risk models aims to provide quantitative analysis of the extent to which the loss distribution (risk factors) varies with changes in bank credit management efficiency. Onaolapo (2012) analysed the relationship between efficiency of credit risk management and financial health in selected Nigerian banks. The study employed regression analysis and found minimal causation between Deposit exposure (DE) as surrogate of credit management efficiency and performance indicators but greater dependency on Operational Efficiency (OE) parameters. Likewise, the empirical finding from the Granger causality test implied that Deposit Exposure – performance influence does not hold for Nigerian commercial banks. This is a significant implication for bank strategic planners and regulatory authorities. In the same vein, Boahene, Dasah and Ayei (2012) argued that credit risk (non-performing loan rate, net charge-off rate, and the pre-provision profit as a percentage of net total loans and advances) has a positive and significant relationship with bank profitability. The study showed that banks in Ghana experienced high profitability despite the high credit risk, notwithstanding in the norm of previous researches that credit risk indicators are negatively related to



 profitability. It concluded that in spite on the reduce in lending rates of banks and even reduce fees and commission charge or waive some, borrowers peremptory repay their loans on time and in full. An established process for approving new credits and extending the existing credits were strongly agreed to have importance while written guidelines on the credit approval process and the approval authorities of individuals or committees along with the basis of those decisions that affect the performance of unsecured bank loans must be in place in credit risk management of banks (Gakure et al., 2012). It added that risk identification, inspection of branch managers, risk measurement, risk analysis and assessment and risk monitoring have significant effect on the performance of unsecured bank loans. Since the study was limited on the credit risk management techniques of unsecured bank loans on performance of commercial banks in Kenya, it recommended that future study should perform to establish the effect of credit risk management techniques on the performance of unsecured loans by other non-banking financial institutions. In another study conducted with Indian commercial banks, Singh (2013) mentioned that the components for an effective credit risk management should comprise



of



measurement



sufficient and



policies,



monitoring;



procedures management



and



limits;



adequate



risk



information



systems;



and



comprehensive internal controls. In addition, Basel II Accord was identified as a critical component of bank’s overall risk management strategy and was found essential to the long term success of the banking organization. Policies on credit



 risk management dictated the credit risk strategy. Improvement on risk management practices and policies would result on a stronger bank and would confer competitive advantage in the market. In another recent study in India, Bhasker (2014) presented the various tools and techniques to manage credit risk. The tools and instruments which are detailed in the said study were the exposure ceilings, review/renewal, risk rating model, risk based scientific pricing, portfolio management and loan review mechanism. It revealed that the objective of risk management is not to prohibit or prevent risk taking activity, but to ensure that the risks are taken in full knowledge, clear purpose and understanding to further measure and mitigate. Credit risk management has a great role in the financial market. It makes decisions less risky and helps banks to have a secure system thus avoiding loss of trust (Eveline, 2010). Since credit will be granted based on the risk to interest rates and profitability, it helps to guarantee availability of customers’ money and reduces losses in banks that will be able to meet up with its financial obligations. The study realized that the implementation of credit risk management starts from the time a company wished to take credit deposits application until when it does its repayment. One of the practical implications presented was for banks to be conscious where no point should be minimized or neglected when it comes to lending decision-making because the same point can turn out to be the root cause of problem which can be in the long run when not immediately acted upon. Afriyie (2011) further evaluated the relationship of credit risk management and profitability applied in rural banks of Ghana. With some modifications, the



 regression outputs were obtained through the use of STATA (statistical data analysis software) and the panel regression model takes in the form of: Xit = F (Yit, Zit) + Ut Where Xit represent profit of rural bank i at time t. Yit is the vector of variables characteristic of bank i at time t. Zit represents features of the RCBs industry. Uit is the error term. The utilized regression model resulted in positive relationship between non-performing loans and profitability of rural banks indicating that there was a huge loan default where non-performing loans are increasing proportionately to profitability. It implied that rural banks do not have effective institutional measures to deal with credit risk management. Similar study on the effect of credit risk management on profitability was evaluated by Kurawa (2014). It was assessed in the study the effect of credit risk management in the extent to which default rate (DR), cost per loan asset (CLA), and capital adequacy ratio (CAR) influenced return on asset (ROA) as a measure of bank’s profitability. The findings established a significant positive effect on the profitability of Nigerian banks as indicated by the coefficient of determinations “R2”. Overall probability was positively significant at 1% and of all the independent variable in the study, while CAR was the only independent variable which indicates a positively weak relationship to probability. The study conducted in Saudi (Abdelrahim, 2013) investigated on the determinants, challenges and developing means of credit risk management using the methodology of descriptive and analytical “CAMEL” model that analyzed the performance of credit risk management. It concluded that liquidity has significant



 strong positive impact beside bank size which has significant strong negative impact on effectiveness of credit risk management, whereas other variables of capital adequacy, asset quality, management soundness and earning have insignificant impact on effectiveness of credit risk management. Further recommendation included in the study was overall strategy for effective credit risk management of Saudi Banks based on enhancing capital adequacy, upgrading asset quality, strengthening management soundness, increasing earnings, having adequate liquidity and reducing sensitivity to market risk besides hedging credit risk; having adequate provisions for doubtful credit; renegotiating loan terms, transferring credit risk to a third party, extending credit maturity and lowering interest rate on insolvent loan. The literatures that were evaluated shows that effective credit risk management is a crucial factor in the long term success of any banking organization. Thus, it follows that banks are managing credit risk effectively when it results to earnings resulting from viable loans and advances and enhance profitability.
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